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aU_IAIlY

lIeI Tel~JnioatiolUlCorporation r_pectfully .uba1t.

in Coaw••u .. tM cc..i_iGR'. IIPItX iAvolvilMJ "'rill9 &R4

lower foraula adjuataeRt.. IleI'. aem.eDu cSeIIoNItrate that

the co.ai_ion'. propoaal to add-back aaounu for )ag,t!l IlAarill9

and lower foraula adju.a.ent., and thereby .xclude .uch

aaouata frca the calculation of LEC rat.. of r.turn

(eu'RiAga), 18 iRappropriat., aR4 iDaonai.t.8Dt wit.b tlK)tJl rate

of r.tl.lrJl aDd price cap regulation and til. calculation of

earning. in g.neral.

NCI &91'''' with tba co-i_ion'. propoaal to adcl-back

llharing aaounta. SUring aaount., like refUDda under rate of

r.t.urn regulat.iGft, 1lUat. be exc:luded trOll Mae-period finaJaGial

r ••ult. in ord.r to properly calculat. rat.. ot return for

r8CJUlatory purpoaea. However, IleI veb_ntly di_gr_ witA

the ccmai••ion'. propoaal to add-back aaount. _aooiatect witb

lower tOrllUla adjuatlMmt aaounta. LPA aaounta, juat like the

revenue. frca any rat. incr.... under rate ot r.turn

regulation, ....t. 1M included in ba••-period financial re.ult.

in ordar to properly calculat.. rat... ot ret.urn tor regulatory

purpo••••

On tbe .urfaoe it aay appear tor tba -u of .)'1Ia8try

t:bat IlhariAC) _unta aaaociat.ecl wiCb uriar __ perioda, aRd

urUDectjive UA-r.lated rate incr..... which are illpl~t.ed

iA futjure be.. pario4a ahould be added-back WAen calculat.ing

rat.. ot r.turn. However, nothing could be further trca the

truth. i



In i ta C~.nta, IleI c:Ia1Iona~ra~.a that the propo••d add­

back tor LPAa Calao referred to ... low eAd adjuataenta) ill LaC

rau of re~urn oalaulaticma i. iDaPpropriat8 for the followiACI

reallGlW:

4)

3)

2)

1) 'fbe LPA add-back uaequivOQ&lly aDd peraaMAtly
excl.... nvanuu ....iv.. trOll Ll'A rate iAClC'_•••
troll eve.. lMiJl9 iDCluded in the calculation of ba_
period ..rninga,

LPA add-NeY ue iDOGlUluteRt witA ..rniD9a
lIODitorinq under rate ot return regulation,

LPA add-DaaU are iRGCNWuteat vith the objec*iv_
of price cap requlatiCNl lMcau.e they aigniticantly
diainiab incentiv_ for LBCa to i~rove their
perforllAnce, and

Ll'A aM-Dacite .ffectively lDaulau price cap I&:a
fl'oa 8U"AiftC) below a 10.25 pezooeAt rau of return
u.ader pl'ice cap r89Ulation--a vuarantae wbiola ia
taDuaovnt to retZ"~ive rateaakinq and not
pl'ovided for unaer rate of return regulation. the
propoae4 LFA

For t:he.. r ...ona, IleI requetiU t:he eo.ai_ion to

c1iaallow LPA add-baab when CGIIPUtinq LaC rau of returna.

ii
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....11. OODUllIOM'I~ COMMI••IO.

•••biD9~OD, D.C. 20154

In tAa llattar of:

ITi.. cap aec;u1.~ion of
Local Zxcbanqe carrier.

Ray of aecuna AariDCJ
aDd Lower Poraula Adj\UltaeRt

)
)
)
)
)
)
)

RECEIVED
AUG • a1ft~

~_mrl."fl....

CC Dockat No. 93-179

IleI lfel.,....IAicationa <:orporatiOll ("IIeI") hereby

reapeatfu11y ita ita C~.nta OIl u.e COIIIIi..ion'. Ilotioa

of Propoaed 11II1...kinq ("IlPJUl") in the above-capticmed ..ttar.

In it. NPJUI, tM eo-i_ion propoaea to exclude aaounta

uaoc:iatad with "ril19 and taa lover fOralla adju.blent frOll

the calculation of local exabanqe carrier rate. of return.'

IleI '. coaaenu HlIOD8tra'te that the eo_i••ion·. propoaal to

add-back QQtIl abaring aDd lower foraul. adju.blent lUIOunta,

and thereby exc:lude .uch allOUAu froa the calculation of local

excbaDeJe carrier rat_ of return (earniD9.), i. inappropriate,

and incoui.t_t with both rate of return and price cap

regulation and the calculation of earnift9. in general.

IleI aCJr_ vitA the cc.ai_iOll'. propoaal to a4d-la••

aharill9 aaounta. Sharinq IUICMInu, like ref\1D4a under rate of

1 ..., In the ..~ter of Price cap &ec)Ulation of Local BxcbalVJ.
CArrier., Rate of return Sharing and Lower Poraula Adjustment,
("NPRJI"), para 4 and Appendix B.



I

ntunl rtlCjJU1.tioa, -..t be exclude4 frOll __-period financial

r ..ult. in order to properly calculate r.t.. of return for

regul.tory purpoa•••

Bowever, IleI vehe.ently cliaagr_ with tba COIIai••ion f
•

propoaal to acIcI-back amounta .aaoc:iatact with lower foraul.

LJ''' &aOunu, juat like tba

rev~ frOil any r.te inor_ UDder r.te of ret\lZ'D

regul.tion, au.t be inclwSad in "'-pariocl financi.l re.ulta

in order to Properly calcul.te r.ta. of return for requlatory

purpo8ea.

UncSar prioa cap regul.tion, the backatop adjuatlaaDta

_rve two eatirely different PUrpoaul even t.Aough both

adjuat:aeAt. .... baaed \IpoIl tAa ...... r.te of r.tuna

aalcul.tiona. ora the one band, if local exchaAge carrier

(.L8C4') earning. exceed. certain level, tba abaring bacltlltop

kioka in and LEe. are required to lower rat.. in a future ba_

periocl. Z The abarill9 backatop allow. LBC cuat.oaer. to llbare

in hi.torical productivity gailUl JI&cie by LBCa. conver.ely, if

LBC earninq. f.ll below a certain level, LBCa are entitled to

a pro.actiye apto_tic ugward Id1UJ!bwnt: to tbair capa and

r.te•• ;1 lVen though both backatop acijuaaanta are baaed. upon

the .... rate of return calculatiOlUl, each adju.taent .erve.

Z _, In u.a ..tter of Polioy ... lllale. eonoernlRCJ ..tea for
DoIai.lt.IUlt carrier., S.cond Report aDd OrclH', ( ...port and Order'),
Adopted 8eptallber 19, 1990, Relea" OCtober 4, 1990, para 3.

3 Id., par. 10.



• 41ffereIK puzpo.e aDd therefore ...~ be t.reated d1ffereDtly

wh_ aalcul.tinv r.tetI of ret-una.

on the surf.ce it ..y appear for the Ake of s~t.ry

that abariDCJ aaounts .ssociatecl with prior baae parioda, and

prglpecrt.iu UA-rel.ted r.ta inarea_ which are iJIP1-ntecl

in tuture baaa perioda Mou14 be added-back wun calculatinq

rat_ of ret.urn. IIowever, nothiA9 c:ou14 be far1:Aar froa 'tbe

truth.

The pro~e4 add-back for UAa (alao referred to .. low

end adjusblant.a) in LEC rat.e of return calculationa ia

iDaPpropri.te for the followiACJ raaaona:

1) 'fbe UA a4d-1aaak uaecpivooally aAtI pena.aeAtly
_1... revenue8 darived froa IIA r.t.. iRcr.....
froa ev.r being included in tba calcul.tion of ba.­
period earnings;

2) UA add-backa are inconaistent with eaminvs
aonitoring under rate ot return requlation;

3) UA add-laaab are inaonaist.eM wii;b t.1M object.iv_
of price cap regulat.ioa becauaa they siCJDifioanclY
d1Jlinillh incentive. for LEes to iaprove their
perforaance; and.

4) LPA acIcl-backa effectively iJululat.. prica cap uac.
froa earning below a 10.25 percent rate of return
uncI&r price cap reg\&lat.ioa--a vuarant.e8 which is
'taAtaaount to retroactive r.t•••king and not
provi4acl for uncler r.ta of ret.urn r89\ll.t.ion.

In ita cIaliberat.iona over this ..t.ter, i;be ccmmi_ion

JlWJt be ooqnizant that, wh1le t.be r.t....k1ng process is a

-current .nd. forward- looking proposition, the calculation of

earnings is exclusively a -backw.rd.- looking propoait.ion. u

SUch, the calculation of earnings i. siaply intended to find.

out what actually happened in a prior period, not what aigbt



•
have happened bad certain eVeRtII not occurred. The Ca.ai..ion

auat not COIlt... waat baa IYppeaecl vith tu actiona it iat...

to tab wit.h regard to the future when calculating LBC rat_

ot return.

Moreover, tMre are t.vo fuAd...ntal que.tiona tbe

cc.ai••ion JIWIt &Daver betore it g0e8 forward with it.

propoaal to allow LPA add-baab. Fir.t: Are LPA incSucecl rate

iRc:r..._ atea4_ to eft~ively gu.araA~ tbat LEe. aan a

aini.. rate ot return of 10.25 perceK for ..oil aJIod every

year UA4er price cap regulation, or are auah rate iacr.....

..rely intended to enaure (on a 90ing-forward ba.i.) that

price index/productivity factor incSuced rate abaAqe. (undar

tU newly adopted price cap reCJ\llation) do not over ti.e

jeopardize tAe LKa' ability to continue to attract capital

aR4 pa-ovide .-rvicae?

second: Are Ll'A relat.eca rata iaorea_ inteaded to

recover coau a.lIOCiat.ecl witA pravidiA9 _rvioa in a Ilrigr

__ peri04, or are .\ICb rata incr...es iDtended to recover

OOIIU incurred during tile baae period in niah LFA-related

rate incr..... vere in effect (i.e., when billed to

cuatoaer.)?

If tU .....n t.o ta_.....tiona are tAat LPA-relatecl

rate increaaea are int..... t.o _ure t.b.at price GaP

r8C)Ulation~ JaCK pro.pecCively jeopardize LBCa' ability to

continue to attraet capital aJIod provide .ervice, and that LFA­

related rate incr..... are intended to recover the cost of



I

HZ"Vioe iDCAlrr_ dllri., ~ bue periocl that .uaaa Ll'A rat.e

iACr__ were actually billed to owatoaer., the coaai_ion

ba. no choice but to 4i..llow LJ'A adcl-Ncb when calculatiA9

LEC rat_ of return.

Por t.he_ r_.ona, IleI reqwaau the co.ai_ion t.o

eli.allow LPA add-NoU when COJIPutinq rat_ ot return.

II. fte co--t ..loa'. »J:opo.a1

In it. MPlUI, the co.ai_ion queationed bow ........

related to ..ring an4 LPAII (collectively referred to ..

))acJtatop adjuat.enta by the Co.-i_ion) Mould be treatecl for

tAe p~ ot calcu.lating rate. of return. Baaed upon ita

review and analy.i., t.Ae eoaai••ion propoaed tbat all ))acJtatop

acljuablenta 1Ibou14 be exc:luded ( i . e. , added back) wbaR

parforainq rate of ret.urn calc:ulatioNi.

The ca.ai_ion tentatively concluded that it wa.

appropriate to add-back amounta for both aharinq and Ll'Aa for

t.Ae followiDCJ reaaoNl:

1)

2)

W·itMut. t.M acId-8ac*, tIaa l'elatiOlUlbip bet.ween rate
of ret.urn and produotivit:r CJrowt:h for t.he current
ba.. period will be bidden;'

Witbout. the acid-back, artificial .winq. in earninga
occur;s and

,
JIEBII, para 11.

s 14., para 12.



3)

•
'ftae acid-back appear. naae...ry in ordar to
clataralne ~e price cap. LECa' .urinq obliqatiou
aDd riqhta for LPAtI.'

Tbi. i. how tbe ca.ai_iOA'. propo..l to allow for LPA

acid-baoJul will work. Fir.t, in any vivan a .. period 1n wAicb

LBC ..rniJ\9. fall below 10.25, tile LEC will be allowed to

rai.. 1t. rat.. in tile aubaequant ... periocl to tile~

necea.ary to yield a 10.25 perceR~ rate of return using the

prior ba.. period a. a ba_line. Then when the LBC report.

ita ..rnincjJ. for the .ub_quent baae period, the L&C will

(t:hZ'OlolCJA~ proposed LPA add-Helt) r-.ove the additional IIA­

relat.eeI revem.wa act.ually billed 4uriD9 this ba.. periocl _

thouqh the LFA rate incr.... never occurred. Tbi. i. not

It aaka. no tI8NIe whatsoev.r to

exclude revmwe. actually billed to cuatoaar. frca earniAfla

calculations.

order to properly calculate rate. of return tor the re••ona

cited by the Coaai••ion. However, the rea.ona qivan by the

ee-i••ion do not apply to or begin to justify the propolled

add-Hek for LPAa.

III. "be LI'& ..a-baok Uaequt.yoRl,lJ ... hDUmutlJ JIZOludul
••vuu. Deriv.4 froa LJ'& aat. Iaor..... J'roa -'.r ••la9
IDOlu4.4 lD th. Caloul.tloD of au. .erl04 .arD1D9.

, 14., Para 13.
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The ..~ way ~o illua~rate~t LPA add-Nob peraaMIltly

excl\lC1e tAa adcli~ional rev8JW811 aaaociated with LPAa frOll ever

beinv inclw1ec1 in rate-of-return calculatioNi i. to ... a

aoapari.on of .uch calculationa with aDd without the LPA add­

back.

'!'be revenue, expenae and rate ba.. UIOUAta WIed in lICIt.

illUlltra~ion, which i. denoted a. ""ule 1,· are tbe ......

that ulNd in tbe co.ai_iont. aaalysi. in Appendix A. '!be

only c:1'&anqe that has been ..de i. to preaeDt. the LFA acW-baak

ript below the -.oUDt of reveDU_ actually billed ~

cuato..r. iNiteacl of pre.enting' .UGh UIOunt further clown in

the earnil19s calculation. '1'be LPA add-back was pr...nted in

this wanner to highlight bow the LJ'A add-back peraaneA~ly

exclude. the additional revtuWea aaaociated with LPA-related

rate incr..... frOll ever beiDC1 inclu4ed in rate of retw:Jl

calculations. 'l'bi. i. aCCOllPliahed, in Part, by totalling tAe

various aaount. in the earnil19. calculations for Year. 1 and

2 in colwm 3 of each ..t of calculations. Bear in aiAd tAat

the coapleta cycle a_ociated witA both IIb.aring and LPAa

occurs over two ba.e periods. In the caae of earning'. below

10.25 percent the two periods are, the baae period in whicb

earning. actually fall below 10.25 percent, and the followiAg

ba.e period in wbich rat.. are increaaac:l by way of the LPA. 7

Bot. that in the following' illustration that the billed

7 ftAI reve.... tUt Clive ri_ to llbu'i"9 in Year 1 o~ the two­
year cycle are included in the earning. calculations in Year 1.



•
r.veaue aaouDU (i ••• , the UIOUAt of aoney actu.ally billed to

aDd ultiaately paid by cuato.er.) i. t.be .... tor each year

aDd in t.ot.o under both the witla and without Ll'A ackl-baoJt

earning. calaulationa. And ..peeially note that in tba

without UA add-back calculationa that the billed r.veaue

aJIOunta ar. the .... a. the nat r.venue aaounta (i ••• , the

r.v.nue aaount. actually uaed to calculat. earning.).

Wbarea., 1)111_ aM _t r.venu•• aIIOunt. ar. diff.rent w1t1a

r_pect to the x..i.tI:& LFA add-back calculaticma.

In the xit;hput LFA add-back calculationa the actual

UIOunt. billtd to cuatoaera in each year aDd in toto t.hr0U9b

the eyCl' ar. equal to the nat r.venwa UIOWlta uaed in tbt

earning8 calcu1.ationa. In tai. _rninq. calculation tAt LKC

actually 1)111. CWltoaera a tot.al ot $3,950 tor _rv1cea

rendered ov.r the two year eycl. and a total $3,950 in net

r.venue. i. inclw:led in the _rninq. calculatialUl.

On the otAer band, in tbt x1tA LFA add-back caloulat1ana

the actual UIOW1t.a billed to cuatoaer8 in Year 2 and in toto

do DQt equal the net revenue aaounu uaed in the earniRliJ­

calculationa. In thi. calculation the LEe actu.ally bill.

cuatoaer. $3,'50 tor _rvioea rtndtred ov.r the two year eycl.

(Which i. the .... .-ount at r.venu.. billed and WIld in the

earninv. calaulatiODa in the without LFA adcI-o.oJt

calculationa), but only $3, ISO in net r.vlAUe. i. included. in

the .arn1nq. calculat10na--a d1ft.renc. of $100.



•
TABLE 1

11'1'11 LI'A Add-bAgk

Xear 1

allIed
Revenue 1,925

LPA
Add-back °
.et
Revenue 1,925

Bxpenae. 1,000

X.ar 2

2,025

°
2,025

1,000

'l'Qt.al

I.'SO

°
I.ISO

2,000

Xear 1

1,925

°
1,925

1,000

Xear 2

2,025

(100)

1,925

1,000

ToMl

3.'SO

(100)

3.U'

2,000

Rate
aa_ 10,000 10,000 10,000

ROIl WI
Add-back 9.25' 10.25' 9.75t

10,000 10,000 10,000

In tbi. exaJlPle, the $100 differenoe in net revenuea

repre..nt. t:Jle U'A rate inor.... ¥bieb vent into effect in

Year 2. And a. abown above, the revenue. aaaoclatad with the

$100 LFA are exeluded in Year 2 (the year in which the LFA

revenue incr.._ va. actually billed to cuat.oaer.) and in t.ba

ItIJ'otal- col\1llll under the K1tIl LFA add-bacb earninq.

calculation. Put another way, the revenue. aaaociated witb

LPAa are never inoluded in tAe earning8 calculationa in any

ba_ period even tAoU9h the $100 repreaent. caUl actually pa.14

by euat.a.er. wbAm U'A add-Nea are allowed in eand.llC)a

calculationa.
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n. ft4.&" aa. .f ..~w:a ..,-aJ..'loa. ~ U4-bac* Oal7
appll.. to ..f\m4a--....&" to aat. %1lG&".....

In ita MPIUI, t:be eo.ai..ion .blted tbat it anticipabld

tM baclultop to operate in JaUch tbe _ way a. rate of r.turn

enforceaeat doea for LBCII INbject to rat. ot r.turn

rtMi\llation. I '11M eo-i..ioa al.e) .tated that rate. of r.tUrrl

would continue to be calculated and reported in ..aentially

tb.e .... aanner. ' Be that .. it ..y, t.Ae eo-iaaion'.

propoaal to allow acId...HcJta tor LPAa when computing rat.. ot

r.turn under price capa fail. to operate or calculata rat.. of

raturn in tba _ aannar a. UDder rata ot return regulation.

Unclar ra~. of re~\lrn r89\llation, raf\lAda ..de duriDfjJ a

current ant~Rt period w.ra and oontinua t.o be excluded

frOll tba COItPut.ation of current period earning. by way of tAa

add-back. Tbe add-back for refunc1a a••ociated with

overaarning. in a prior period allow. the coaai..ion to

coapute the LBCII' ourrtmt period earning_ .. tAoWJh no prior­

period raflmd bad axiatacl, tAua allowing tAa ca.ai..ion to

accurately aacartain wbather or not any J1tD[ refund oblivationa

exi.t. with regard to the current anforaeaant. period. Ttli. i.

tile aole rea.on for the only kind of acl4-bacJt allowed -.n
calculating rat... of return uncler rat. of r.turn regulation.

Md-bacJta under rata of return r89Ulation never inclu4ed

• lsi., para 8.

t lJ;I.
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or applied 1:0 race incr...... If LaC rat.. vere incr...ed in

eitbar annual aooaa. filing. or aid-year correction filing.

(Ii»otll of which ret.are)eted rat.. 1:0 ..rn the authorised rate of

return) 'tile additional revenue. derived frca .uch rate

iRe"_'" were alway. incl\lCled in 'tba ba8a period 'that aucb

rate. were billed to cua'toaar. when ca.puting earning.. If

current period earning. exceeded 'tile allowed rate of return,

LaC. were required to aake appropriate refund.. On th. other

hand, if L8CII earned le•• t:Aan the allowed rate of return, no

future action was taken witA r ..peot to aud:l earning.; L&Ca

ware DOt al.lowecl to recoup OCMIt. or _rning. below tbair

allowed rate of return in a .uba~t ba.. period. ftwa

refUDcla and rate incr__ vera not tr_ted .iailarly wMn

calculating rat.. of return UD4er rat. of r.turn regulation.

RefUA4a UAder rate of r.turn raqulation ar. no difteraDt

that IlbariDCjJ aaouAU uncler price caps. Likewi.., rate

incr_... UDder rate of r.turn regulation are no difterent

than LPAa uncIar price CApIt. "funcla, like IlAariDC) aIIDWlU,

r.pre..nt lIOfti.. due L&C cuatoaar.. And rate incr..... called

LPAa under price cap. are .till rate incr...... Therefore, if

the coaai_ion intends for 'tba loNlcJultop under price caps to

op1lrate in the _ W&y a. rate of retwm enforc~t doea

LEe. under rate of return regulatiOll, tbe co.aiuion .u.t

treat aharing UIOWlU like r.fun4a aDd LPAa like rate

iner...... Mor••PeCifically, the Comai••ion auat add-back



U

only abarilVl UIOUAU but not LP~ wban ooaputiJ19 rat_ of

return.

Y. I'Jae J.J'a-'" b~4e. te •••• 1.1I08 I'na Low -azaia9- OYer
a .~10D9" .e&'104 of lft.ae, IIot .ffeoti.e17 eauuaat..
LIIC. & Mial_ Rate of aet1U'D

The LPA w.. never intended to effectively enaure tUt

LEe. earn a ainiawl rate of return of 10.25 parc:eRt \U1dar

price cap.. Instead, the III. wa. intended to 8118ure that the

newly adopted price cap r89i.. did not cau.. LECS to r ..li.e

..pecially low earuing. over a WQlgQA'd period of time. '1'ba

Coaai••ion decided t:bat .uch a IMChani.a w.. nace...ry to

&naure that price caps did not jeopardi.e tb.e LEe. ability to

attract capital and provide aervice, yet ..inain the

incentive. for L'IC. to improve tbeir parforJlaACI. In ita L8C

price cap order, the eo-i••ion .tated:

we are &1110 adopt.ing a JIGCIifiecl verlion of our pl:'opcMlecl
lower .ta!»iliur or low'" adjubaeDt~n~ in order

::t-=-_cu.; tt:di:rl::itt; t~ :.Fi~C: ::ar:::::
a prolpnftd pe:r:igd that ita opportunity to attract
capital and ability to provide .ervice are aerioualy
impairad. lO (Rllpha.i. added)

The ca.ai'lion alao Itatad tbat:

If the MnlinCJ' of • LaC vbo.. rates are below t.be PCI
fall _low tU lower adjuataeAt aarlt in a baae year
PU'iGd, i' " .n1;i1;l94 t:A .4juati iu 01;.. gpward t;p
1;arget MDing. tp AD 'MPRt. ngt; \p Neild thl learv
.IEt· g.l. Sib- p:r:iaJ;' periM A. 1iIla l1." liM. 'l'bil
latted upward .djua~t .mould ..ure that tAe I&C viii
r ...in healthy and able to provide Deeded .ervice., while
retaining .ubatantial incentiv.. to take the action

10 aeport and Order, para 127.
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D••••aNY U iaprove pu-,....."oe ,nd tlt.ereby rai8e iea
earniD4a aboVe tIlla .iaillal 1ev.l. ' (laphaaia added)

'file COIIIIi..icm want on to atate that:

And, Ncauae t.be lower ... adjuabeDt: adjuaea the PCI
ODly MAY. t.P al;J.py t.M we 1;p ,am at; 1;Jl9 lonr..-d
aajultNDt. Nrk, uainv tAa prior period &I t:be ba..llM-,
i1; cmi.IM' Si51 regylm 1;be1; Lice Slain in eftic;itpey .04

===i~~~: ':"w ::!:x.:t: !: -:€::
rtKJUlat;igp. (Dlpba,i, added)

The co.ai..ion· a Or4er c1..rly abowa that~ UA V&I~

intended to guarantee priaa cap LECt • 10.25 percent rate of

return under price cap regulation. Tba purpose of the LPA W&I

lillPly to entura tIlat price capa (.pacifically t.ba price iAdax

and the pro4ucrtivity twtor offaat) did not .ubject individuAl

LoBea to too low earningl over • prolonged period of ti_. 13

The Ll'A allow, LaC. an out to thereby rail. rat.a &Ad bave t.ba

opPOrtunity to earn at the lower and adjuatla9nt ..rlt. ft&a

purpot9 of the LPA v.. to allow LECI to raia. th.ir rate,

prplpag1;iy.;J.y ao that they would not continue to realize Rab

low earninqa in the future ao &I to iapair their ability to

rai,e capital aDd provide .erviea. Thia procedure u.ncSoubteclly

requir..~ to becoae :.ore efficient and productive if tAoy

are to achieve .ven the av.raqe r.turn allowed to tha under

rate of return requlation.

" 14·
12 TA

AM· ,

1J TA
AM· ,

para 147.

para 10.
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It 11M a~. added back, tAe LPA-ralat.ed rata iAG~

will ROt only enaura that L8Ca will not reali&a low earning.

in t;Jw future, it will alao bava the unintended effect of

guarant..iI\CJ LBCa a ainiauJI rate of return of 10.25 percent.

Su.c::ll a CJU.&rantae caoe. not exi.t under rat:. of ret~

rta9\llation and i. DOth1Ag abort of retro&Cltive rat_aJcil\9.

n. Appeadia a. of tlae .... Illuat1'ate. tlae .1'(1)1- Wltla tIae
W-A Add-back

The ca.ai..ion'. LPA analy.i. in Appendix A aptly

illuatrat.u tAe }JZ"oblu with tile coaai••iOll'. propo.ed LPA

a44-baclt. Moreover, tAe c.c.ai..ion'. analy.i. alao IIbow. that

the LPA add-back R9rMQ80tly exAlud.. reyanue. d.riYad troll

LrA rate incr••••• trOll eyer baiM ingluded iO t;he calculatign

at bal. perigd ••rninga.

The portion of Appendix A which deal. with the LPA add­

back contains thr...canario.. The fir.t acenario illuatrate.

the financial effecta when a LEe raceiv.. LPA aaouata via

abeoka (clirect payaent.) duriN) the b&ae period in wbidl the

coapany would bave otherwi_ earned below 10.25 percent. 'l'tli.

scenario will be hereafter referred to as scenario 1. 'ftae

.econd scenario (vbich will be refarred to .. scenario 2)

illuatratu the financial affects when a LEe oalculat.. ita

earning. yithout; the LPA add-back. The third scenario

(scenario 3) illuatratu the financial effect. on a LBC that

raceiva. LPA rate iocrea... and calculat_ it. earning. x.itJl

tha LJ'A add-back.
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!'be cc.aiaaion'. analy.i. abow. ~t the LFA add-back

peZ1lADeAtly axcludea revanuu derived frOll LFA rat.. inor.....

frca .v.r lNai., included in the calculation ot ba.. period

earning.. TIIi. oc:sc:Nr. becau.e the additional r.venue. brougbt

about by tbe LFA ar••xcluded (i ••• , reaoved) via the LFA add­

back vhen caloulating the earning. of the baM period in wbiab

th. LFA-related rat. iraer..... w.r. aotually billed to

ouatoaaer••

AcGorciiAC) t.o tAe cow.i._ioa'. analy.1a, 8oeRarioa 1 ...

3 deIaonatrate t!aat a LEe ¥bich ipglW'.. the LFA add-baok in

ita rata of r.turn ccalPutation earna the .... rata ot r.turn

ancl rec.iv.. the .... aaount of lIOney .. the LBC who raceiv..

it. low-.Dd ..j uatlwmt by way ot a cUcJt in the ba.. period in

vhlcl'1 it would baye otbervi.. earned below 10.25 peroan.t."

SceAario 1 of 'the eo.ai••ion'. analy.i. allow. tAat LEC8 vill

incleed um 10.25 percent in each and every year when they

receive LFA-r.lated chacJta by December 31 of .ach yur."

Hov.v.r, contra.t thi. with the rat. of r.turn

aalculatiGIW in scenario 3 wiob include the ~Op08ed LFA acld­

bacJta. In soenario 3, the calculat.ed rate. of return -ell"
the LPA a4d-DacJt ar. oRly 1.25 percent, DQt; 1Q.25 parg8pt;, in

eaab and ev.ry yur 1:hat the LPA-r.lated revenues are excluded

fro. the earning. calculation." Th. 9.25 percent rate of

14 lIPRN, Appendix A, pq 2.

11 lsi.

" lsi.
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rltUZ'R only appear. in scenario 3 beoauae t.ba adclitioDal

rlVemuMI trOll tU LPA rata incr__ arl exc:lu4ed frOli tU

earnings calculation.

Inter_tingly tmOugb, tha r_l rate of rlturn in scenario

3 i. reflected on the line bltgr. th. LFA add-back. 11 That

line MOVS that thl LEe earned '.25 perceDt in year one wben

it beG_ .liV1Jal. for the LFIt., and. 10.25 peroent in eaob

.'lb.equent year in whicb it rlOl1vId additional rlvenwua via

t.bl LFA rat. incr_l. The '.25 percent return t.bat rl.ult..

frca tb. rat. of r.turn calculation att.r thl LPA add-back

cioe. not r.fleat the LEe'. earning. tor any baae period

becau_ it prltlAd. that owatoaer. vere not cb.arged hi9blr

rate. vhich ill t\lrn tralUllat.1d into higher rlVID\lea for the

LBC.

In addition, thl CO-iuion·. analysa "S\Ul8tl that tbI

low-end acljua'taent va. inttneled to IIWurl that LEe. arl

entitltd to a ainiaua rate of rlturn of 10.25 percent. In

tact, tb. analysis (Scenario 1) &bovs that L&Ca vill earn a

10.25 percent rat. of return in _ch and .very y.ar. 'l'bi. i.

retroactive rat.aaaking.

On the ot1:llr b.uld, it t.ba UA vas OIl1y int.endtd to anIN&"'

tUt lov LoBe eaminqa u.ndIr price caps vert not perpetlatad

into th. t\ltur., than tbI LFA add-back ahould not be alloved.

Scenario 2 aptly ill\lat.rat... t.bI financial .fteot. in ~i.

regard.

11 Id.
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LFA: to _intaill the LBCa' ability to attract capital aDd

provide _rvioe yet _iAtain tJla ..aes..ry incentiv.. for Lac.

to baprove uaeir perforaanoe. L8Ca were not allowecl to reooup

earnings below tAeir allowed rate of return under rate of

return regulation, and such an outCOlle should not be peraittec:l

under price cap regulation.

VII. fte "uou 8iv.. 1:»7 tJae co_I ••ioa for tJae LI'& Add-beak
c10 1Io~ Ud Up

It i. ClUte. clear uader both rat. of return and price cap

regulation tUt refunds/abaring allQunt. related to prior

perioda au.t be reaoved froa current base-period financial

r ..ult. in OZ"cIer to aacertain wAItt the LaCa curreAt baaa-

period earning. are; i.e., wbat the current baae-pariocl

earning. would bave been bad no prior-period refundjllharinq

obliqationa existed. In order to understand why it i. not

appropriate to alao add-back LFA amount. when calculating

_--period ..mings, the ca.ai.sion auat keep in aind that

reqardl_ of wbetAer rate of return or price cap requlatiOll

is .-ployed the rat-xinq proce_ i. by it. very nature a

• current and forward- looking propo.ition, whereas the

calculation of rates of return i. not.

Reqardl_ of the type of regulation~ to ..t rat..,

rat.. to be obarged prospectively are _t with certain

..rninq. objectives or Par_ter. in aind. Under rat. of

return regulation, proapective rat.. are targeted to earn a
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• pecific rate of r.turn. Under price cap regulation earn1AcJ'

fluot.uate vit!lla a pr.ac:rlbed rang., aDd proapectiv. ratell _1"

be r_tarq.t.ec:l, via the LPA, to earn at t!le low.r .nd of a

.pecifiec:J rate-of-r.turn rang.. Pro.pectiv. rat_ under both

forma of regulation "1" be _t lcnqr than they would otberwi_

be in order 1;0 r.tund prior-Mriod oy.r.arning.I'hariW

lagunt;l. Prospectiv. rat_ ar. DQt, bow.v.r, ..t abgy. what

they would o'therwi_ have been in order 1;0 "coup prior-pariA4

un4er-Mrnbag.. Tbe iaport of 'the prOllpect:iv. nature of tJae

rat. ..ttiDCJ proc_. i. that LBC. ar. no1; guI Un1:'ed to earn

th.ir allowed rat. of r.turn or earn IOIIe ainiJIWI rate of

r.t.urn in any ba_ period.

To 'laaariz., the only 1'01. that earniDC)' aonitoriD9

play. in the rat.. _tt.inq p&"OCeII i. to alcertain wbether or

not LECI IXCle4ecl the l.v.l of earniRCJI to which th.y art

l89al1y

in
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.a. W1ae~• • t Calcnalat1a4r aaU. .t ..tun i. to X4eaUf,
alaUi." a--u ... LI'& altU*io.. fo~ .J:oapeoti•• aat.
a.ttiacJ hZ'po_, .ot to ....UZ'. .,..o4uotivitJ .,..~Ia

"lat1Y. to tile .,..10. cap ~aJ:9.t

Tba P\lZ'POIM of calcmlatinq earniA9. under both rate of

r.turn and prioe cap regulat:ion i. aillply to lUIOert.ain it LBC

earniD9a bav. .xc••ded aoae preacribed l.vel. UncleI' price

caps, the calculation of earning. i. a180 used to determine

wbetber or not proapect:ive rate iner..... are in ordar becauae

ot low prior-period earninc;a. &arninc:Ja calculationa are not

expre••ly aDd priaarily uaed to .valuau productivity growth.

Tba cc.ai..iGNl'. r".OIlinv in proviclinv tU Ll'A add~ok.

ia ai.placed. The qu..tion with regard to the propriety of

tile LFA acid-back is whetner the additional revenue. a••ociated

witb UA rate incr..... should be aocounted for (included) in

the ba_ period in whieb such increased rataa were act:ually

billed. to cust.ollera, or in a prior base period. To be sur.,

the additional revenuaa aaaociated with LPA rate incr.....

auat be included. in soae ba_ period. Given the prospective

nat:ure of the rate .ettiD9 proc_ and the fact that LEe rataa

of return ar. not 9\laranteed, it 1a clear to ICCI that the

a4c:lit1onal reveaue. clerived trOll LPA rat. 1ncr__ IIWIt be

included in the __ period in whiGlb suell increased rat.. were

actually billed to cuat.oaera. It 1. not rational to include

revenue. billed in a particular ba_ period 1n tbe earniR9.

calCUlations of another (prigI') ba.e period.


